ACCOUNTING CONCEPTS - HEDGING & IAS

Hedging and IAS

T his article aims to provide a basicjJonathan Cooklin, Tax Partner, and Laurent Sykes, Tax Associate,

introduction to certai ts of , ) .
'f:]eraog eu (;gl)u?]ticr? é eL'E daesrpgzss of reshfields Bruckhaus Deringer, both solicitors and chartered accountants,

(similar in all relevant respects to FRSprovide a basic introduction to hedge accounting under IAS 39

26, its UK GAAP equivalent) and to the|r

tax implications. The focus of the artic|e

is on the hedging of interest rate risk with

the aim of providing, by way of example,net settlement under the swap, can|ROSITION UNDER OLD UK GAAP
a basic introduction to ‘cash flow hedgeepresented as in Figure 1 below. Accounting treatment
accounting’ and ‘fair value hedg
accounting’ (which are also relevant faompany can be looked at either as havirabove transactions under old U
other kinds of risk). converted its variable rate loan asset intGAAP?

The accounting practice applicable [t@ fixed rate loan asset paying interest at Broadly, the loans would be carrie
UK entities not applying IAS 39 (or FR57.5%, or as having converted its fixed raten the balance sheet at their princig
26) is referred to below as ‘old UKloan liability into a variable rate loapamounts and adjusted for accrued intef
GAAP'. liability on which interest is payable atless amounts paid/received.

The article does not cover all aspectsIBOR from time to time. In both cases, Hedge accounting would be likely t
of hedging and a number of othethe company will be left with no ngtbe available in relation to the swap. Pr
important aspects of IAS 39 (or FRS 26profit. to the introduction of FRS 26, there w
or their tax implications (including th It is assumed that the relevapnno UK standard dealing comp

By entering into the swap, theHow would the company accountfortTe

K

d
al
est

(@)

AS

transitional rules). Further, the accountingrincipal terms of the loans and the swapehensively with hedge accountin
treatment discussed represents k-

authors’ understanding of IAS 39, the
current version of which is comparatively

new and the precise application of whitl The issue which both the accounting and tax rules dealing with
is, in a number of areas, uncertain.

Broadly, the issue which both the hedging are attempting to deal with is that all derivatives are, under

accounting and tax rules dealing witt . . .
hedging are attempting to deal with s the IAS 39, measured at fair value even if they are hedging an

all derivatives are, under IAS 39, measure insfrumenf wl'nch is not so measured
at fair value even if they are hedging

instrument which is not so measured. Thi

gives rise to scope for volatility of profi
in a manner which does not reflect thare the same (for instance the dates| dalthough FRS 13 addresses disclos
underlying hedged position. which rates are reset are at thaspects). Nevertheless hedge accoun
beginning, and the dates on whi¢chunder old UK GAAP is thought to perm
Example payments are made are at the end| tfe swap, which has an initial cost of n
Assume that a company, with a 3Jach year) and that the swap cannot ke remain ‘off-balance sheet’and amou
December year end, borrows £100,00erminated early by the swapin respect of the swap only to b
for four years at a fixed rate of 7.5%counterparty. recognised to the extent necessary|
(being LIBOR at inception) and that th LIBOR is in fact assumed to changeadjust the variable rate interest incor
company on-lends the same amount fat the end of each year giving rise to theo a fixed rate (if the hedge wer
the same term at a variable rate of LIBORash flows in Figure 2 overleaf. Theconsidered to be of the variable rate lg
from time to time. The company wish¢smpact upon the fair value of the swamsset) or the fixed rate interest expe
to hedge the transaction against gnig set out, on a number of simplifiedto a floating rate (if the hedge we

ure
ting
it
il
nts

change in interest rates so that it is ‘flatassumptions, in Figure 3 overleaf. considered to be of the fixed rate lo
in each of the four years. It therefore
enters into an interest rate swap (notion&igure 1: Payments and receipts
principal £100,000) under which it agreg
to pay out LIBOR from time to time and Receipt Payment Net
receive a fixed amount of 7.5% (being -
LIBOR at inception). (Assuming a flat Variable rate loan asset LIBOR —
economic position makes it clearer to ¢ Swap 7.5% LIBOR
the difficulties created by IAS 39.) Fixed rate loan liability - 7.5%
The cash flows throughout the ter - LIBOR + 7.5% LIBOR + 7.5% Nil
of the transactions, ignoring principal an
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liability). Changes in the fair value of th
swap woulchototherwise be required t
be taken into account in determini
profit or loss (or reflected in the balan
sheet) but would instead be a matter
disclosure. The result would be a fl
profit and loss in each of the four perio
as per the net cash flows in Figure 2.

Tax treatment

The above treatment would generally
respected for tax purposes such that
company would not expect to pay tax
any of the four periods (assuming
adjustment as a result of the particu
facts).

POSITION UNDER IAS 39

The problem

What is the position under IAS 397 It
assumed on the facts that the loan ag
and loan liability are such that the
would ordinarily be accounted for &
amortised costBy contrast, as the swa
is a derivative, it automatically falls t
be treated as within the category
‘financial assets or financial liabilitie
at fair value through profit or losg
(FAFVPL) with the result that it is
measured at fair value with fair valu
gains and losses recognised in profit
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eare shown in Figure 3.) This gives ris@ption 2 — cash flow hedge accountin
bto the potential for volatility in the Under IAS 39 the swap must be carri
gncome statement which does not refleain the balance sheet at fair value and
ceéhe ‘flat’” economic position, as hedging available under old UK GAA
faHustrated in Figure dverleaf. outlined above is not possible. IAS 3
at What optionsare open to the| does, however, provide for hedg

deompany under IAS 39 and what
their implications? The options broad
break down into the following:
e Option 1 do nothing;

be Option 2 seek to adopt cash flo

theedge accounting with the variable r
inoan asset as the hedged item;

n® Option 3 seek to adopt fair valu
anedge accounting with the fixed ral
loan liability as the hedged item;
e Option 4 seek to exercise the fa
value option in relation to the fixed ra
loan liability so that bottihe loan and
sswap are within the ‘FAFVPL categor

sset Each of these options is consider|
yfrom an accounting and then a t

aitperspective. Figure 6 on the last pa

pcontains a summary of the overall positic

o

oAccounting position

5 Option 1 — do nothing

' The default accounting treatment is

ecompany could simply accept th
orolatility in the income statement whig

loss. (Those fair value gains and loss

Figure 2: Cash flows

aesults.

Period | LIBOR at | Variable | Fixed rate | Receipts/ | Net flows

beginning | rate interest (payments) (£)

of period/ | interest under loan| under swag

end of under loan liability (7.5% -

previous | asset (£) LIBOR)

period (E) (E)
Yearl | 7.5% 7,500 (7,500) = Nil
Year 2 6.5% 6,500 (7,500) 1,000 Nil
Year 3 5.5% 5,500 (7,500) 2,000 Nil
Year 4 8.5% 8,500 (7,500) (1,000) Nil
Total 28,000 (30,000) | 2,000 Nil

Figure 3: Fair value of swap

Period | Fair Fair value| Amount of | Fair value | Movement

value gain/loss | fair value | carried between

brought in period | realised by| forward periods

forward (E) (receipt)/ | (E) (£)

(£) payment

(£)

Year 1 - 2,648 - 2,648 2,648
Year 2 2,648 2,044 (1,000) 3,692 1,044
Year 3 3,692 (2,614) (2,000) (922) (4,614)
Year 4 (922) (78) 1,000 - 922
Total 2,000 Nil

reccounting in relation to three types

yhedging relationships: fair value hedge

cash flow hedges and hedges of
investments in foreign operations (t
last of which is not considered furthe
te The company could under IAS 3
designate the swap to be a ‘cash fl
hedge’ of the LIBOR interest paymen
ainder the variable rate loan asset si
these give rise to an exposure
rvariability in cash flows which coulg
eaffect profit or loss.
IAS 39 imposes strict conditions fq
.hedge accounting to be permissib
8roadly, IAS 39 requires:
» the formal documentation of the hed
gat inception and imposes both
rprospective and retrospective test
hedge effectiveness; and
e both the hedging instrument and tk
hedged item to qualify as suéh.
as The conditions for cash flow hedd

set out above and in Figure 4 and thaccounting are assumed to be satisfj

ehere.

h The effect of cash flow hedg
accounting is as follows:
e The accounting treatment of th
variable rate loan asset (as well as
fixed rate loan liability) is unaffected.
e As regards the swap, on the simplifi
assumption thdair value movements o
the swap are equal and opposite to
fair value movements of the expect
future hedged cash flows on the varia
rate loan asset (so that the hedge is f
effective), all gains and losses in resp
of the swap will be recognised in equi
(here reserves) rather than in profit
loss.
e The fair value gains and losses
equity will be recognised in profit or los
in the same period or periods duri
which the hedged transaction affec
profit or loss.

The result of the above treatment

that fair value movements in respect
the swap, which is assumed to be fu

nce
to
)

2d
f
the
ed

ble

ully
ect
ty
or

in
S

g
ts

is
of
[y

effective, are recognised in reserv
rather than the income statement,

Sv
nd

only ‘recycled’ into the income statement
to the extent required to adjust the

variable rate interest flows into th
hedged fixed rate.

The double entries in period 2 wou
be as set out below (although alternat
entries are understood to be possjble

To reflect the receipt of interest und
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Dr Cash £6,500| under cash flow hedge accounting it|i®r Cash £1,000
Cr Interest income £6,500 the treatment of the swap which changeSr Swap (balance sheet) £1,000

from what it would have been absentl_ L
. . o reflect the change in fair value of the
edge accounting but under fair valu an (ignoring the £1,000 fair valu
hedge accounting it is the treatment|o ’

Dr Swap (balance sheet) £2,044the hedged item which changes. movement reflected in the interest

Cr Hedging reserve (equity) £2,044e Fair value gains or losses in respect frpense above, which would be £1,000
> 8 Jess if calculated by reference to the year
the swap would be recognised in prafi

To reflect the change in fair value of th
swap:

To reflect the net receipt of £1,000 under | h 1d be if hed LIBOR rate):
the swap (see Figure 2): or 10Ss (as .t ey wou € It hedge

’ accounting did not apply). Dr Interest expense £1,044
Dr Cash £1,000| e The accounting treatment of the fixedCr Fixed rate loan liability £1,044

Cr Swap (balance sheet) £1,000ate loan liability, which is the hedged
To" , . . item, changes. Any gain or loss in respedthe result is that, taking into account the
0 ‘recycle’the appropriate portion of t f the hedged portion of the fixed rateswap, there is a net interest expense of
fair value gains in equity from the 0! e hecged portion o . P, ; P
h . . Ipan liability (that is, the 7.5% fixed £6,500 (which offsets the £6,500 interest
edging reserve to the income statement: S .
ifiterest payments and the loan princippincome under the variable rate loan,
Dr Hedging reserve (equity) £1,000which is attributable to changes jnleaving a profit of nil).
Cr Interest income £1,000 LIBOR adjusts the carrying value of the
loan and is recognised in profit or losg. Option 4 — fair value option
As will be noted, taking into account The fair value gains and losses [ifThe company may not wish to be subject
the amounts recycled from equity, overaliespect of the hedged portion of the fixetb the somewhat onerous requirements|for
interest income of £7,500 (being interestate loan which are attributable to changesedge accounting to be available (for
at the hedged fixed rate) would be reflecteth LIBOR are assumed here to be equaxample, the documentation and
in the income statement (and offset by |aand opposite to the changes in fair valueffectiveness testing requirements) but
interest expense of £7,500, leaving a profif the swap in Figure 3 so that they offsetvould nevertheless prefer to avoid the
of nil). See Figure 5 overleaf. in determining profit or loss (that is, full volatility in the income statement shown
hedging effectiveness is assumed). | in Figure 4. Accordingly, the company
Option 3 — fair value hedge accounting  On the facts, it seems that the abgvenay be able to exercise the so-called ‘fair
The company could designate the swagaccounting treatment may be simplifiedzalue option’ in relation to the fixed rate
to be a ‘fair value hedge’ of the exposyrsomewhat by continuing to accrudoan liability and elect for it to be treate
to changes, as a result of changesg interest at the fixed rate and by ignoringn the same way as the derivative, |as
LIBOR, to the fair value of the 7.5% fixedthe accrued interest in calculating faiwithin the ‘FAFVPL' category (which
interest payments and principal under thealue movements in respect of the I6anapplies to financial liabilities also). Fajr
fixed rate loan liability, the value of which On this basis, the double entries in periodalue gains and losses in respect of the

D,

will change as interest rates change. TH2would be as follows: fixed rate loan liability would b

conditions for hedge accounting to be recognised in the income statement, thus
available (see above) are once agpifo reflect the interest expense in respeeichieving a natural offset to the extgnt
assumed to be satisfied. of the fixed rate loan: that the fair value movements of the swiap

The swap could not be des!gnated Br Interest expense £7,500
a fair value hedge of the variable rat not do perfectly).
. . r Cash £7,500 - . _—
loan asset since the fair value of the Exercise of the fair value option is,
variable rate loan should not change|ako reflect the change in fair value of thehowever, broadly speaking, only
a result of interest rate movementswap: permitted upon initial recognition of the

(ignoring for simplicity the 12-month fixed rate loan liability and cannot be

lag between the interest reset angr Swap (balance sheet) £2’OMrevoked (as may be preferable if the swap
r Interest expense £2,044 .
payment dates). were terminated before the end of the four

The effect of fair value hedggTo reflect the net receipt of £1,000 undeyear termy.
accounting is as set out below. Note thahe swap:

and the loan matched (which they may

Tax position
Figure 4: Income and expense in income statement in absence of hedge accounting | What are the tax consequences of the
above options?

Period | Variable Fixed rate | Fair value movements Net amount

rate interest interest in respect of swap of income/ Option 1 — do nothing
recognised recognised recognised in income | (expense) in As noted, the company could simp|y
in income | in income | statement income accept the volatility that comes from
statement | statement | (£) statement valuing the swap at fair value but each|of
(£) (£) (£) the loans at amortised cost.
It will be noted that if the tax
L& (500 0 elcas i treatment (in particular of the derivative
Year2 | 6,500 (7,500) 2,044 1,044 were to follow the accounting treatmeht
Year 3 5,500 (7,500) (2,614) (4,614) there would, in many cases (in particular
Year 4 8,500 (7,500) (78) 922 taking into account the limited ability tp
- carry back losses), be scope for
Total 28,000 (30,000) 2,000 Nil irreversible tax to arise in respect of fair
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value gains when such gains would |p¢he risks arising in respect of the hedde@ption 3 — fair value hedge accounting

‘reversed out’ later as a result

subsequent fair value losses — that|igre not brought into account for thevalue hedge accounting is adopted.
without the fair value gain ever beingpurposes of corporation tax for the period. The first condition would be satisfie

realised into cash.

fitem, or any portion of the hedged itemThe position changes, however, if fair

The first condition will be satisfied since the swap would be a designaied

Will the tax treatment follow the either where hedge accounting |i©edge of the fixed rate loan liability.
accounting treatment for the companyadopted or where (as under Option |IHIMRC's view is understood to be that
If the company is a ‘securitisationhedge accounting is not adopted but thiae second condition would not usually
company’ (as widely defined in thehedging instrument is ‘intended’ to acthe satisfied® Under fair value hedg
Finance Act 2005, s 83), special rulesas a hedge. The second condition| isccounting, movements in the fair value
designed to ensure that such companiespable of being satisfied whichever [obf the hedged flows under the fixed rate

are taxed in accordance with old
GAAP, would apply.

Assuming this is not the case, th
the company would need to rely on t
‘Disregard Regulation$’to avoid
volatile tax profits. The Disregar

rate loan liability is ‘intended’ to be th

cinedged item given that both a
heccounted for at amortised cost.

The result of Regulation 9 applyi

dis likely to be that the company wou

Regulations apply for periods of accounbe taxed on profits equal to the net c

beginning on or after 1 January 20
(automatically unless revoked)
Regulation 9 of the Disregar
Regulations applies to ‘interest ra

contracts’ which is defined widely andaccounting purposes.

includes interest rate swaps such as

DBlows (of nil) shown in Figure 2 an

would therefore achieve hedging for t
dpurposes (that is, tax on profits whi
teeflected the hedge) albeit not f

the

rate movements would be reflected in
a@ncome statement and would generally
taxed (although not for instance if t

Kthe variable rate loan asset or the fixebban liability arising as a result of interest

he
be
e

gcreditor were connected to the compgny

dso that an amortised cost basis
sficcounting applied for tax purposes — §
the Finance Act 1996, s 87). The res
xvould be that the fair value movemen

of
ee
ult
ts

Hn respect of the swap recognised in the
fincome statement would be brought into

account for corporation tax purposes,

would, generally speaking, the fair valuie

as

swap in the example. Provided that th®ption 2 — cash flow hedge accountingnovements in respect of the hedged flows

relevant conditions are satisfied, debjt#f the company adopted cash flow hedgander the fixed rate loan liability whic
and credits in respect of the swap wilaccounting,
be brought into account on theRegulation 9to apply should once agaivolatility of taxable profits could
assumption that ‘an appropriate accruplse satisfied. Accordingly the derivatietherefore arise to the extent that the he
basis’ had been used in relation to thevould be taxed under an ‘appropri

swap. This is thought to achieve here
tax purposes something similar

hedging under old UK GAAP - that is,in the case of the fully effective swap

for the company to be taxed in relati
to the swap only to the extent that sw
payments effectively adjust the intere
flows on the hedged item.

The two conditions to be satisfied f
Regulation 9 to apply are as follows:
e There must be a ‘hedging relationsh
between the contract or a portion of t
contract and any of the risks arising
respect of an asset, liability, receipt
expense (the ‘hedged item’); and

both conditions f

oaccruals basis’ rather than in line wi
dts accounting treatment (the net effe

brthe example, being that the fair val
amovements in equity would b
stlisregarded for tax). Help is need
from the Disregard Regulations becau
prthe ‘burying’ of fair value movement
in reserves under cash flow hed
paccounting does not take those fair va
henovements out of the charge

ircorporation tax — those amounts g
oprima facietaxable as they would be
they were recognised directly in th

rare attributable to changes in LIBO

tevas ineffective.

th

ctOption 4 — fair value option

nif the company were to exercise the f
uevalue option in relation to the fixed rai
eloan liability (the fair value of which will
bdnove as interest rates chang
sRegulation 9 would not apply if the fixe
srate loan were considered to be t
jhedged item. This is because the sec
ueondition for Regulation 9 to apply woul
mot usually be satisfied. In that case, f
rgalue gains and losses in respect of
fswap as well as fair value gains and los
en respect of the loan relationship wou

n
R.

lge

A
e

r

2),
d
he
ond
d
air
the
ses
Id
es
[o

o ‘Fair value profits or losses’ arising gnincome statement (see Finance Act 200Bg brought into account for the purpos
the hedged item or in relation to any loSchedule 26, paragraph 17B). of corporation tax and would need
Figure 5: Cash flow hedge accounting
Period Interest Fair value Net interest | Fixed rate Net amount off Movement
accrued in movements income in interest accrued income/ in equity(after
income in respect of || income in income (expense) in | recycling)
statement in | swap recycled| statement statement income (£)
respect of from equity (£) (£) statement
variable to income (£)
rate loan statement
(E) (£)
Year 1 7,500 - 7,500 (7,500) Nil 2,648
Year 2 6,500 1,000 7,500 (7,500) Nil 1,044
Year 3 5,500 2,000 7,500 (7,500) Nil (4,614)
Year 4 8,500 (1,000) 7,500 (7,500) Nil 922
Total 28,000 2,000 30,000 (30,000) Nil Nil
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offset perfectly to ensure a flat tg
position. (Similarly, Regulation 9 woul
not apply if there were not considered
be a ‘hedged item’ at all.)

considered to be the hedged item

Regulation 9 purposes, Regulation
would apply. This would (perhap,
surprisingly) be likely to result in
volatility of taxable profits given that an
taxable fair value gains and losses
respect of the fixed rate loan liabilit
(now reflected in the income stateme
would not be offset for tax purposes

taxable fair value gains and losses
respect of the swap, to which &

for tax purposes.

Conclusion

Disregard Regulations assists in avoidi
volatile taxable profits and losses in
hedging context only where n

accounting solution is adopted (Option
or the accounting solution adopted

movements into reserves where th

Figure 6: Summary

If the variable rate loan asset welr{ at a fairly basic level on accounting

‘appropriate accruals basis’ would apply

In summary, Regu|ation 9 of thie (749);IAS&the Impactonlntellectual

ineffective from a tax perspective becaysBegulations do not generally apply a
the effect is merely to push fair valughe economic hedge must be sufficien

continue to be taxable (Option 2). If profits.

however, the fair value movements of the

swap are intended to be offset foNotes

accounting purposes by fair valyé¢ FRS 26 currently only applies t
movements in respect of the hedged itefisted entities for periods commencir

x
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If any readers feel they need guidanc

—

@]

particular subject, could they ple
get in touch with the Editor
alison.lovejoy@lexisnexis.co.uk
or Stuart Collins of PKF a
stuart.collins@uk.pkf.com who is
acting as our adviser ofxccounting
Concepts

Topics already covered in thie
Accounting Concepts series atdiTF
40 (Issue 788)Convertibles & IAS
Part 1 & 2(780, 786)IRFS & GAAP
(773); Limited Liability Partnerships
(757); UK GAAP & IAS(Issue 755);
FRS 12(754); Application Note G

topics, or would like to write on;E
ase

[72)

T <<

—_ =

n| Property Transaction§&/48);Accounts
4 Based on IFR$726).

0
1)
igsee Options 3 and 4), the Disregd

egffective to avoid volatility of taxablg

Accounting

position Tax position

Option 1 — do nothing Volatility in

statement reflecting fair apply. Taxed on hedged
value movements
respect of swap.

income | Disregard Regulations

in position.

Option 2 — cash flow
hedge accounting

statement ref
position.

\olatility arising from fair
value movements i
respect of swap pushedposition.
into reserves. Incom

Disregard Regulationg
apply. Taxed on hedged

lects hedged

Option 3 — fair value

Fair value movements af Disregard Regulations not

hedge accounting

swap matched by fail; thought generally to apply,

value movements o
hedged cash flows
Volatility avoided to
extent hedge fully
effective.

. taxable profits need tg

To avoid volatility of

ensure that hedge i

Option 4 — fair value
option

Fair value movements g

swap matched by fail; Regulations

value movements o
hedged item. Volatility
avoided to extent thes

sufficiently effective.
fWhether Disregard
apply

e‘intended’ to hedge.

match.

depends on the item (i
any) which the swap ig

on or after 1 January 2005, and [to
certain other entities for periods
commencing on or after 1 January
£2006. The ASB is, at the time of
writing, still considering responses {o
proposals to extend FRS 26 mofe
widely for periods beginning on or after
1 January 2007.
2 Here the annual £ London Interbank
Offered Rate.
3 The loan asset is assumed to fall
within the ‘loans and receivables’
category of financial assets.
4 Note that a ‘held to maturity’ financig|
asset does not qualify as a hedged item
under a hedge of interest rate risk.
5 An alternative accounting treatment
thought to be possible would be to
recognise the swap receipt for the year
of £1,000 directly in the income
statement (avoiding the need for
recycling) and to disregard the swap
accrual in fair-valuing the swap — thjs
would produce a fair value gain
(recognised in equity) of £1,044 — see the
rthst column of Figure 5.
nd As noted above, it may also he
thappropriate to adopt a similar approach
> in relation to the swap.
" IAS 39 is amended, in a manner
which has now been approved by the
European Commission, with effect for
operiods beginning on or after 1 January
2006 (although early adoption of the
revised standard is encouraged) and
there are now additional conditions to
exercise of the fair value option (whigh
the ASB has recently introduced into
FRS 26 also). These are not considefed
here.
8 The Loan Relationship and Derivatiye
Contracts (Disregard and Bringing into
Account of Profits and Losses)
Regulations 2004 (SI 2004 No 3256) as
amended by SI 2005 No 2012.
® HMRC are considering proposals
under which, broadly and with som
exceptions, the effect of an election [to
disapply Regulation 9 treatment would pe
for the company to be taxed on the fair
value movements of its interest rate
contracts reflected in its income statement
and for fair value movements recognised
in equity in respect of interest rate
contracts acting as designated cash flow
hedges to be disregarded until recycled
from equity into the income statement].
1 Notwithstanding that fair valu
movements attributable to risks npt
hedged by the swap, which would njot
be reflected in the income statemeant
under fair value hedge accountin
would not be brought into account for

D
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the purposes of corporation tax.
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